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Accountants.]

AmericanInstituteof Accountants
L i b r a r y and Bureau of Information
SPECIAL B U L L E T I N No. 6

November, 1920
[The Committee o n Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to w h o m the questions were
referred. It is earnestly requested that members criticise freely and
constructively the answers given i n this or any other Bulletin of this
series.]

FIRE LOSS
Q. W e desire to place before you the following query for your consideration:
A n employee has a three-year contract with his employer whereby the
employee receives a stated salary, plus 15 per cent of the net profits, at the
end of each accounting period. During the first year a fire loss occurs, and
on account of insufficient insurance the firm becomes a co-insurer and
suffers a loss of $50,000.00.
Question 1: Is this net fire loss of $50,000.00 chargeable to operations of the business, thus reducing the profits of the business before determining the 15 per cent interest in the profits of the employee, or
Question 2: Is this amount really an impairment of capital, and therefore chargeable against capital, or
Question 3 : Is it advisable to spread the amount over a period of years,
or over the three-year period as per the contract existing between employer
and employee?
A . The library has received the following answer to your question:
A s details of the agreement between the employee and his employer are
not stated, we shall have to assume that no stipulation was made regarding
extraordinary profits or extraordinary losses. Doubtless it was intended
that the employee should take his chance with the employer, and if there
were any net profits he would be paid 15 per cent of them, and if there were
no net profits obviously he would receive no additional compensation. No
mention is made of losses, as to whether the employee is to reimburse his
employer to the extent of 15 per cent of such losses, or whether the loss
would be deducted from profits of subsequent years.
Answering question number 1, in my opinion the loss would have to be
charged against operations before determining the amount on which the
employee would be entitled to 15 per cent. If, instead of a loss, it had
happened to be an unusual profit due to peculiarly favorable circumstances,
the employee would certainly have expected to share in such profit. Conse1

quently it would seem to be fair that he should share in any business loss.
As it is expressed in golf it is the "rub o f the green."
In answer to question number 2, I would say that it is not a charge
against capital, although in the case of a corporation it might result in an
impairment of capital if it exhausted all of the surplus. In the accounts
of the firm it would naturally decrease the amount invested in the business
or capital, just as would be true of any other loss.
A s to question number 3, I see no reason why the amount should be
spread over a period of years. It is not in any sense a deferred charge, but
is a loss which must be absorbed during the year in which it occurred. Also
there would not seem to be any warrant for spreading it so far as the contract between the employer and employee is concerned. It is a loss of that
particular year, and i f the employee does not share in net losses of any one
year, then he simply does not receive any additional compensation during
that one year, but i f during the succeeding two years profits are earned, he
would be entitled to 15 per cent of such profits.
BREWERIES
Referring to Special Bulletin No. 5, pages 7-8: After writing our letter
to you the internal revenue department refused to recognize the method
employed of writing off as a loss the difference between the original cost
of the properties which had been abandoned less the depreciation accrued and
the salvage value of the same. Instead, the rates of depreciation were
materially increased over the usual rate during prior years, resulting in
practically no loss to be sustained at the time the properties were abandoned.
TURPENTINE LEASES
Regarding the rate of depreciation allowable upon what we know as
turpentine leases, made upon standing timber for the purpose of allowing
lessees to manufacture turpentine and rosin, the following table is in
general use by some of the best informed companies in the business:
DEPRECIATION

Five-year lease:
First year....
Second year
Third year.
Fourth year.
Fifth year

FOR T U R P E N T I N E

LEASES

..
....................

..

30%
25
20
15
10
100%

Four-year lease:
First year
Second year
Third year
Fourth year....

40%
30
20
10
100%
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Three-year lease:
First year
Second year
Third year

45%
35
20
100%

The leases usually run for 3, 4 or 5 years.
SEED

BEANS

Q. I would appreciate your opinion in regard to the valuation o f an inventory of seed beans planted on contract under the following conditions:
The seed company for which the beans are planted furnish the seed,
which is returned to them when the crop is harvested. The balance of the
crop is paid for at a price stipulated in the contract, which for 1920 averaged
approximately six cents per pound. The seed company correctly maintains
that the cost of the seed planted, including freight, preparation and distribution, was ten cents per pound.
W i l l you please advise me as to the correct method of valuing the beans
planted and the stock reserved for planting on next year's contracts?
A . Assuming the inquiry to have reference to the inventory value of
seed beans in the accounts of the dealer, it would seem that as the dealer is
able to purchase his seed from the grower at six cents a pound for 1920 this
price would be proper for. use in the inventory, say of 31st May, 1921, of
seed in the ground.
To value the reserve stock for the next year's planting at ten cents a
pound, when in all probability the next crop may be purchased by the dealer
for less, would not be conservative accounting.
BOLTS A N D NUTS
Q.
We desire to obtain any information available regarding the proper
form of manufacturing or operating statements for a business manufacturing
bolts and nuts and similar products. Also the vital statistics relating to this
line of business. In other words, what is the approved form of presenting
the results of this line of business, both the operating figures for a given
period and the vital comparative figures or percentages against former
periods?
A . Plants such as you refer to are usually equipped with steam hammers,
bulldozers, forges and anvils, cutting-off and heading machinery, small tools,
such as pokers, rakes, shovels, tongs, etc., all of which are closely analogous
to the ordinary equipment of a machine shop. The principal items of raw
material are bar iron and steel, which are re-worked into different shapes
and sizes, principally through heat treatment. The various labor functions-heating, drawing, cutting-off, shouldering, upsetting, offsetting, annealing,
etc., can be reflected in the accounts in a manner similar to boring, turning
and drilling operations in a machine shop.
N o important differences exist between the proper form of operating
statement for a business manufacturing bolts, nuts and similar products and
that used for showing the results from operations of a machine shop or
metal working plant.
The gross and net sales, costs of sales and gross profits are shown for
3

each of the various types of nut, bolt washer, etc., and in addition thereto I
believe it is desirable to show the number of pounds of each product sold.
Interesting comparative figures and percentages between corresponding
periods should be found in a comparison of the quantity and money value of
the sales of various classes of product, and of the elements comprising the
manufacturing cost of such sales. The comparative percentages of gross
profit to sales, and the gross profit per pound should also be ascertained.
NEGLIGENCE
Syllabus:
1. One who holds himself out as an expert accountant, and accepts
employment as such, impliedly represents that he possesses the ability and
skill of the average person engaged in that branch of skilled labor.
2. A n action to recover damages arising from the negligence of an
expert employed to audit certain accounts is founded on breach of contract,
and not in tort. The cause of action is the breach of the contract, and the
different items of damage resulting therefrom do not constitute separate
causes of action.
3. If from lack of proper skill, or from negligence, an expert accountant fails to disclose the true status of accounts he is employed to audit, he
is liable for the damages naturally and proximately resulting from such
failure; but losses resulting from a subsequent embezzlement by a city officer,
or from the subsequent bankruptcy of a surety for such officer, in the
absence of any circumstances tending to show that such contingency was
in contemplation of the parties at the making of the contract as likely to
occur, are too remote to be recovered as a consequence of such default.
4. Compensation paid an expert accountant in reliance upon his report
that he has made a complete and correct audit may be recovered back, on
proof that through his negligence the audit is in substance false.—121 M i n nesota Reports, 296, May 2, 1913.
DRAFTS
Q. In a certificate to a balance-sheet of a seed house we included the
following paragraph:
There were contingent liabilities existing in respect of drafts and acceptances on customers, discounded in the ordinary course of business, and
in process of collection by the banks at June 30, 1920, as follows:
Acceptances, not due.
Drafts

$ 9,186.27
42,341.11

Total.

$51,527.38

Some of these drafts were drawn with bills of lading attached, and some
were drawn against the customers' open accounts as a method of collection.
We, of course, have the bank's certificate that these drafts and acceptances
were unpaid as at the above mentioned date.
W e are just in receipt of a letter from an eastern brokerage firm, which
is handling notes for our client, requesting us to omit from our certificate
any mention of the contingent liability existing on account of drafts with
bills of lading attached, which have been sold and remain unpaid. They state
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that they have taken this matter up with leading accountants, and find that
it is the practice of these accountants not to include drafts sold against shipments of merchandise as a contingent liability.
We cannot agree with the view set forth above. We are of the opinion
that all drafts with bills of lading attached which have been sold to banks
would remain a contingent liability of the drawer until such time as they
were actually paid.
If this were not so, any firm with a seasonal business could clean up
its balance-sheet at the end of every season, simply by means of an arrangement whereby it could exchange drafts with some friendly house.
A . Answering your query regarding the showing as a contingent liability
drafts attached to bills of lading which have been sold to banks:
It is my opinion these should be so shown, as until the bank has collected
the drafts the contingent liability exists. Your correspondents are, in my
opinion, correct in taking the stand that these contingent liabilities should
be shown on the balance-sheet.

DEPRECIATION
Q. W i l l you kindly give me your opinion as to whether depreciation in
the sense of normal physical wear on a manufacturing plant would be
included or excluded as a manufacturing cost in a contract between a lessor
and lessee for the operation of a property where the following language is
used: "I will for the period of one year operate the properties of the company on my own account and at my expense. If the operation results in profit,
that profit will be divided equally between myself individually and * * *
company—one-half of the profit to each. I will pay all taxes of every
character due and payable during the year, the amount thereof to be charged
and deducted as an expense of operation * * *. A l l expenditures of every
kind made in the operation of the properties will be treated as an expense
of operation. I will keep the property in as good condition as turned over
to me, natural wear and tear excepted."
The question, as you will see, turns upon the phrase natural wear and
tear excepted. This is quite a common expression in these contracts, but
just what does it cover? Natural decay through a property standing idle
is one thing, wear and tear through the operation of the property is altogether different
I am very much interested to learn the strictly correct application of
this provision, and as to whether it would result in the lessor being obliged
to maintain the property so far as depreciation is concerned.
A . We have received the following answer to your question: It seems
to be clear that depreciation does not enter into the accounts under the contract; quoted. The intent of the contract seems to me to be that all expenditurei reasonably necessary for the up-keep of the properties will be made as
part of the operating cost. Natural wear and tear seems to me to cover that
exhaustion of physical life which, though continually going on, does not,
during the term of the contract, reach a point at which proper practice
would require an expenditure which would restore or prolong the physical
life.
To sum up the situation briefly, it seems to me that under the contract
depreciation is not to be considered, but expenditures made to arrest or
restore depreciation are operating expenses,
5

STEEL VESSELS
Q.
In the shipbuilding industry, what is the percentage of scrap to the
finished weight of steel in a steel vessel?
A.

Scrap percentage may vary from 9% to 20%. The average is 12%.
TIME KEEPING A N D PAY ROLL

DISTRIBUTION

Q. W i l l you kindly send me an outline of a plan for time keeping and
payroll distribution adapted to a chemical plant employing live hundred
men?
A . The principal mechanical devices and records which are ordinarily
used for recording working hours and distributing labor costs are as
follows:
1. Time clocks located at the factory entrances and used in registering
exact time at which each employee enters and leaves the plant.
2. Addressing machine for printing the employees' names and numbers
on the weekly clock cards, payroll sheets and pay envelopes.
3. Adding machines for use of the payroll department.
4. Weekly clock card for each employee which shall be registered in the
time clock as the employee enters and leaves the plant, and which shall
be filed in visible " I n " and "Out" racks on either side of the time clocks.
5. Daily labor ticket for each employee on which record is made of the
time spent on each manufacturing process and non-productive task on which
the employee is engaged during the day.
6. Permanent index card for each employee, showing his or her full
name, address, date of employment, rates of pay with dates of changes, and
other particulars.
7. Payroll sheet on which is summarized the amount of wages earned
during a week by each employee and any deductions for Liberty Bond
installments or other charges.
8. Labor distribution sheet for summarizing the charges to the different
processes and expense accounts as indicated on the daily labor tickets.
ADDRESSING

MACHINE:

The addressing machine should prove a time and expense saver in the
printing of the employees' names and numbers. The use of this machine also
insures accuracy. A n attachment can be secured which will automatically
space the different names so that they will print on the cross lines of the
payroll sheets.
ADDING M A C H I N E S :

We could not advise whether a listing or non-listing type of machine
would be best suited to your requirements. The key operative non-listing
machine is most rapid in the hands of a skilled operator, but should not be
used unless a skilled operator is available.
DAILY LABOR T I C K E T :

The choice of a proper form of labor ticket depends upon operating con6

ditions. If employees are ordinarily engaged on only one process during
the day a simple form of ticket would be satisfactory.
If employees are usually engaged on two or more operations during the
day a special form of ticket would be required. Two types of forms are
suggested for your consideration:
(a) The ticket or card may be designed with a scale of units representing each hour and quarter hour of the working day. If the working
day is ten hours there would be forty spaces, each representing a quarter
hour, or one unit of time. As a workman is assigned to a new job or
non-productive task, the job number or expense account number should be
written on the line opposite the quarter hour corresponding with the time at
which the work is started. The number of quarter hour spaces between the
entries of any two job numbers would measure the elapsed time of the first
job.
(b) A n alternative form of labor ticket is a card with coupons. A
coupon would be used for each job or non-productive task worked on during
the day and would indicate the starting and finishing time.
Whatever form of labor ticket is used, the foreman should be held
responsible for the accuracy of the starting and finishing time. It is feasible
in many plants for the foreman's clerk to make out the time tickets. That
plan is preferable to requiring the workmen themselves to write their own
time cards. Mechanical clocks may also be used within the works for
recording the time of starting and finishing each job.
Piece work records would have to be controlled through the inspection
department, and we assume that little if any piece work would be in existence
at a chemical plant employing five hundred men.
P E R M A N E N T INDEX

CARD:

This card is for reference purposes. It should be looked upon as the
authentic record of the rates of wages. No changes should be made in
rates of wages without the written approval of the proper official. A 3 x 5
card is the size ordinarily used for this record.
PAYROLL

SHEET:

In most factories it is feasible to use one set of payroll sheets, containing
the employees' names, numbers and rates of pay for a period of three
months. A separate set of slip sheets can be used each week to record the
hours, earnings, deductions and net payroll amounts.
The weekly clock cards should be arranged in the same order in which
the employees' names appear on the payroll sheets. Before the number of
hours of each employee is entered on the slip sheets, however, the weekly
clock cards should be checked with the daily labor tickets. Any discrepancies
between the number of hours registered on the clock card and the number
of hours distributed upon the daily labor tickets for the week should be
investigated and adjusted before the earnings are calculated on the payroll
sheet.
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RATE
EMPLOYE'S W E E K L Y PAY-ROLL RECORD.
DEPARTMENT.

WEEK ENDING

......

E M P . NO.

EMPLOYE'S N A M E
DIRECT LABOR

DAYS

Product for Sale

Product
for own
use

Indirect
Labor

Piece Work Day Wo k Day Work Day Work

Hours
Day Work

Reg.

Total
Earnings

Remarks

O.T.

Mon.. .
Tues.
Wed.. .
Thurs...
Fri. ...
Sat

...

Sun. ...
TOTALS

LABOR DISTRIBUTION S H E E T :

This form should provide spaces for all the processes and expense accounts to which labor costs may be charged from daily labor tickets. The
total amount of money entered on the labor distribution sheet against the
various processes and expense accounts should equal the total amount of
earnings each week as shown on the payroll sheet. The labor distribution
should be reconciled with the payroll as soon as possible after the end of
the pay period.

